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We have considered your application for recognition of
exemption from faederal income tax under section 501(a) of the
Internal Revenue Code as an organization described in section
50L{¢) {3), Based on the information submitted, we have concluded
that you do not gualify for exemption under that section. The
basis for our c:onclus:.on is set forth balow.

as a membership

W ( , states
that your purpeses include providing or arranging for the
provigsion of mental health services to individuals with seriocus
mental illness on a prepaid capitated basis to an enrolled
population substantially comprised of pearsons eligible to receive
benefits under Medicaid. algo provides.
that no part of your earnings shall inure to the benefit of any
private individual; that you are organized and operated
exclusively for charitabla purposeas; and that upon dissolutiecn,
your net acsets shall be distributed to fulfill your charitable
purposes or to organizations exempt under section 501(0) (3) of
the Coda,

According to the Bylaws adopted on ”
(v dad Bylaws"}, your members consist o
and specified organizations. All of these organizations are
providers of mental health carxe #servicas. All but one of thase
organizations are exempt under section 501{(c) (3) of the Coda.
The one non-exempt organization, WINNEDENNBEEESEEENEED 15 2
_non-profit corporation whosa P membere are all health care
providers exempt underx sect:ion 501(c) (3) of the Code.
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Your Amended Bylaws (adopted@iNNNNNNENNNNRNNEP provide
that your Board of Directoras consists of not less than ten
individuals. FPach of your members ims erntitled to nominate a
candidate for Director. Each member is entitled to vote for

q, 80 long as she is a member, and for each of the
other candidates. Candidatea are elected by a two-thirds vote of
the mambera. of your Amended Bylaws provide for
various standing committees, including an BExacutive Committea.

In addition, the Board may authorize the eatablishment of special

committees of the Board. On GAENENNNGNEENY your Board of
Directors adopted a substantial conflicts of interest policy.

In the first few months of ¢, you expect to obtain a
certificate of authority from
to operate a
time, you expact to contract with ,
' to arrange for the provision of various mental health
care services to Medicald beneficlaries who suffer from gerious
mental illnesses. Under this contract,
will compensate you on. a prepaid c“iat.ed basis. You expect to
begin enrollment in the spring of 8 ' :

At the same

~ You expact that under the contract with
), will provide you with stop-loss insurance. You

expect that will withhold from the capitated paywents
it makes to you percent of these paymants as a "pramium" for
this inaurance, IYn return, the State will bear the costs
assaciated with you providing @ pexcent of the inpatient ‘
expenses with respect to an individual enrcllee in excess of
s& per enrollee per year. o .

Your enrollees will be able to receive all covered .
outpatient sexvices without a referral from, or pra-authorization
by, a primary care provider. Enrollees will also be permittad to
access the least intensive level of rehabllitation servicas
without a prior authorization or referral. BHowever, access Lo
medium or high intensity rehabilitation sarvices requires your
approval. , : _

You are the sole member of q (g
P) . a WP nonprofit corporation whose application
o

r exemption under section $0i(c) (3) of the Code is currently
pending. _

| uq {
busineas corporation, shareholders and your

- members are identical. You have no direct ownership interest in,
OY. To date, (NN has not isguad any shares of
stock and has not entered into any contracts. u _

is 2 GENEENY
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purpose is to engage in the provision of manageément and
consulting sexvices to other provider networks, and to provide
_ ongeoing management support. It is contemplated that

will enter into contracts with certain of your mamber

organizations to provide ant writing services unrelated to your
activities or to SN activi:ies. |

Providars

You intend to arrange for the provision of mental health
care services to your enrolleas by contracting principally with

"~ institutional mental health care providers. Thase institutional-

providers will consist of your member organizations as well as

non-member organizations. You also intend to contract with

individual mental health care providersa.

You expect that the compensation you will pay to your
providers will consist of the following: '

Institutional previders
Outpatient services -
Capitated fees* s
Inpatient services ‘

Case rata .
Fass-for-service (per diem) g
Rehabilitation services _
capitated fees : : E
Case rate .
Total institutional providers

 Individual providers ,
Reserve pool SRR . M

Total : ' -

* i.ncf.uaes individual providers.

Case rated compensation involvee payment of a fixed fae in
return for which the provider agrees Lo delivar all medically
‘necessary services to the patient for a predefined eplasode of
care. In contrast to capitation, casa rates are adjusted at the
.. outset and on an ongoing basis to take into account the geverity
of the mambar’'s illness. Thus, the payment of a case rate is
contingent upon your assessment of the patiant’s need for a
particular leval of service.

You will pay providers of case rated rehabilitation serxvices
a monthly case zate payment for each enrollee for whom they have
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treatment reaponhibility. The amount of the case rate payment

will depend upon the enrollee’s level of need for rehabilitatien
services as you determina. ‘ .

Fach enrollee will be categorized as requiring either Gupmp

* " or rehabilitation
servicas. The amount of the case rate payment will rise with the
~ The case rate will cover service.
If it appears that m of an enrollee’s need for
rehabllitation serviced has changad, providers of rehabilitation
sexrvices may request a prospective incraase in the case rate or
you may impose a prospective decrease in the case rate. Any’
changes would be made on a monthly basie. The case rate,
howavar, will not be adjusted ratroactively. It is the
responsibility of the provider to develop and deliver a
rehabilitation services package that meets the needs of the

anrollee and is within your quality, access and came management
atandards. ' '

You determine rehabilitation sarvices case rates by first
estimating the madian amount and type of rehabilitation services
to be used in a given month by enrollees having. -

and needs for rehabilitation services. You then
multiply the median estimated amount of servicaa for each of -
these levals of need by the Medicaid fee schadule for each
service in the mix. The result is the monthly rehabilitation
garvices case rate for each level of nead.

. The reserve pool for individual providers will be used for
sevaral purposes. You have stated that you do not expect
providers to delivar crisis outpatient and rehabilitation
gorviges within the fixed capitation ox case rate budgets. If an
enrxollee is in need of crisis servicas, you will pay supplemental
reimbursement. tO the providers. You have not yet datermined
" whather the form of this reiwbursaemant will be capitation, case
rate or fee-for-sarvice, . In addition, you will use the reserve
pocl to covar obligations that exceed budgeted amounts.. Finally,
if at year-end, there are any surplus funds in the reserve pool,
you will distribute thae surplus to the providers basad on the
volume of services the provider deliverad to your enxollaeas
during that year.

ment i A

(NP is an

unrelated for-profit behavioral managed care company that manages

the behavioral service components of commarci d.Medicaid
Eeaiii “i iirouihour. the cour(z is owned aﬁg
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a for-profit subsidiary of which you are the sole ,
shareholder, will form a limited liability company (the *LLC") to
provide administrativae and management services for the operation
of your organization. The LLC would then subcontract thesa
saxrvices to (NI 2nd to .

Under GIING of the draft Management Services Agreement,
(*Managamant Services Agreement®), tha LLC will provide you with
various services, including network management eexvices (an '
ongoing capacity and needs assessment of your naetwork of
participating providers), c¢redentialing of participating
providers, claims administration services (administering the
payment of all claima for the provision of covarad services to

“enrollees submitted by providers), membar services, c¢linical
management serxrvicaes, financial management services, preparation
of reports, providing and maintaining a computerized management
information system, administering a utilization managament
program, administering a quality management program, and
implementing personnel programs,

the Managemant Services Agresmant providas

that during. its term, thae LLC will be vour exclusive provider of
these services. Without #approval, you may not
contract with any other party to obtain any of these services.
provides that this agreement has a GYNNNNEEN term.
Any renewals are subject to negotiation; however, any renawal

will expire at the szame time as the Operating Agreement expires.
(See discussion below.) _ '

In return for these services, you will pay the LLC certain
fees ("Managament Fees"). Prior to your operations reaching a
break even leval, you will pay che LLC séper month.
Thereafter, you will pay the LLC the sum of:

A, s‘lper month (the *Consulting Fees");

B. Fees determined based on a fee-for-sarvice
schadule; ‘ ‘

¢. An amount equal to the costs incurred by (NN
in performing its mervices; and -

D. An unspecified pexcentage of your gross capltation
revenues, subject to an unspecified annual cap.

. In addition, the LLC will be 'entitlad to an unnpdcifigd.
percentage of your operating surplus, subject to an unspecified
annual cap. (See (P-L “letur dated QD
4. ) g ' : :
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. You have stated that as part of the process of obtaining a
licensa as regqulations require

to review the Management Services Agréamexit
to determine whether the termsg qf the agreement are reasonable,

LLC Operating Agreement

You and (U intend to enter into an Operatin
Agraement with respect to the LLC. According to
the | draft of the LLC Operating Agreemant
- {"Operatifg Agreement”) u will make no.capital contributions
to the LLC but will make capital contributions of
cash as necegsga ‘ ¥ the Operating Agresment
statea that capital contribution ohligation ia s.

*

~o£ the Operating Agraement provides that cash
distributions, if any, will be made ag followa: :

A. P to QIR until the total management fees
and cash distributions to qual

capital contributions plus a annual return
on its capital contributions; and '

B. dPv to you and ¢ to QEENNEENRS

-che Operating Agreement provides that the
agreemert will expire on the latest of:

A. NP years aftexr your being operating as GNP, or
" B. The date on which the sum of:

i. . The § per month Consulting Fees you pay
to plus _ :

4. g cash distributions you make to GNEER

Equals or exceeds:

iii. G capital contributions; plus

iv. A @ annual return on (NP capital
contributions (less the Management Fees paid
under the Management Services Agreement), or

C. The date on which you repay LLC‘s loan.
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_ The LLC will be managed by its members,  —
GNP 1t will not have a governing body. I
Operating Agreement provides that all action by the LLC requires
your approval, except that certain actions will also require
approval, including adoption of the oparating
get; commencement, acquiaition or divastiture of a line of
busineggs of another business entity; merger, consolidation,
recapitalization, dissolution or combinatien; amendment or

termination of the Managament Services Agreement with
; and incurrehc_e of any indebtednesa.

*hhe Operating
one year after the termination of ,
SN or your exarcise of your buyout right (aa described
below), whichever occurs first, ill not participate
in any manner in any @i} serving including the

provision of management or administrative services to &or '
as an equity owner of ‘

raement provides that until

the Operating Agreement provides that at any
ars after you commence operations, you hava
interast in the LLC for the

time beginning yé
the right to ourchase
graater of:

A, SONNEEP or
B, An amount equal to:

i. - GRNENY c2pital contributions; plus
ii, ‘ annual return on capital
- contributions reduced by the $ per month
G

Consulting Pees you pay to

Minus the sum of: ¢

iii. Any cash distributions made to CNNMED:
B plus o

iv.  The $= ier month Conaulting Faes you pay
: . 4

qthe Operating Agreement provides that if the
LLC ia prevented from implementing a plan to correct certain
performance problems due to the absence of required regulatory

approval or bacause implemantation would violate. applicsble law
- or regulation, may withdraw as a member of the LLC.

Howmver, may not withdraw prior to having fulfilled
capital contribution obligation. If b

its
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withdraws, it would be entitled to receive the =ame payments as
1f you purchased UNSEENENENENPinterest

Loan

The LLC will loan you approximately
of These funds are necessary to #satisfy certain
Tesarve and escrow requirements applicable ro and to finance
certain working capital requiyements. Tha interest rate is
axpected to ba-approximatelyh. The loan will be
unsecured and subordinated to your existin
will not be repayable unless you meet cartain debt garvice
coverage tests, have a positive nat worth and have aufficient
cash to satisfy all regerve requirements. .

SR - .- 1.
Agreement ("Loan Agresment") bhetween you and the LLC provides

that if you need additional funds, the LLC has the first right to
provide the additional funds either through a second loan or -
renegotiation of the terms of the current loan.

for a term

You have represented that there is no relationship batween
the owncre, officers and directors of or h
and the officers and directors of your organization.

' the Operating Agreement provides that in the
event of a default under the Loan Agreemant, would
have the exclusive authority to determine the LLC's actions with
xrespect to such default, subject to LLC’'s righta set forth in the

.Loan Agreement.

_ You have etated that as part of the process of obtaining a
licanse as requlations require ‘

to review the Loan Agreemant to determines
whether the loan should be treated as a liability for purposes of
meeting the net worth requirements for GNEEN .

A8 of your organization, VNS

Wrman Executive Employment '
*Employment Agreement®) with . The ,
Employment Agreement is for a texm o aare plus unlimitad

one-year roenawals.
sarve as
organization,

of your
In such capacity,

g bank credit line. It

will hwnn duties and respongibilities
that ara specified in he Employment Agreamant.




Adcording to the Employmant Agreement,
compensation consists of the following components:

A, Base Salary

S e

B.  Special Needs DPlan Bonus

If before

; WY ou anter into a contract
wit oxr obtain all necessary licenses from
or GRS o crerate a

you will pay a bonuz of SN

C. Covered Lives Bonus

If at the end of any calendar month,
following lavels of enrollment,

annual base salary will be revised as
the beginning of the following month.

u achieve the

fpllows, as of

' . Reviged -
End of'Month  Annual Bame

_Salary
|
o2

. oy § ‘
Howaver, if enrollment falls below the above lavals at
the end of any (NP period, :
base salary will be reduced based on the lower

enrollment level, as of the beginning of the following
month. . o ' o _

D.  Surplus Bonus

ITf you obtain a ‘

fiscal year you have a surplus (i . Yravenues exceed

related expenses), you will pay a bonus
e road

, and for any

of of the surplus. However, the combined
amount's you may pay to as
. may not exceed
and may not
ion of the Employment
Agreement, including any extensions. In addition,
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“ the Employment

Howavar, upon Executive’s exhaustion of the
provided for in this
« the Board of Directors can,
in ite discretion, consider providing
Executive with additional surpluas bonus
compensation.

£.  Other Bonus Compensation

Mthe Employment Agraement provides:

Executive and Company (i » your
oxrganization, and
agre¢ and understand that the Company may
pursue, during the term of this Agreament,
other activities unrelated to the
If Executive’s other

such activities result, during the term of

~ thim agreement, in additional revenue and
significant Surplus to the Company, then the .
Board of Directors in itg discretion will
consider providing Executive with gdditional
bonus compensation. ‘

¥. - Equity Purchase Optionsa

”thﬂ Employment Agreement provides that
equity in a for-profit venture is issuad to you or
to would be entitled to
urchase equity for SSMl on the same terms as you and

and in tﬁc §ame average amount that is
issued to you and to : , o :

You have aubmitted a memorandum describing the deliberatione

' of the Executive/Compansation Committee {the "E/C Committes") of
your Board of Dirxectors in connection with the negotistion of the )
Employment Agreement with (Seeeﬂ

8

memorandum stataes LRAC none o @ members of the E/C Committee

had any relationship to (NN or vere subject to@GEEp
d ; that the E/C Committee and * wara each
represented by saparate counsel, that tha E/C Committee engaged
independent consultants to structure the compensation o
arrangement; and that was never a party to Boaxd
of Directors deliberations with respect to the terms of the
Employmant Agreement, o - :
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You have stated that as part of the process of obtaining a
license ax @GN, regulations do not require the -
to review employment or compensation
agreements. The one exception is for contracts that exceed @
percent of tha organization’s assets, Since this is not the case

with the Employment Agreement, it is not expected that the
&will review this document. '
. | _
A.  Promotion of Health
Section 501(c) (3) of the Code provides for the exemption
from federal income tax of organizations organized and operated
exclusively for charitable, scientific or educational purposes,

provided noc part of tha organization's net earnings inures to the
bencfit of any private shareholder or individual. '

Saction 1.501{¢) {3)-1(a) (1) of the Income Tax Ragulations
provides that in order for an organization to be exempt as one
described in section 501(e) (3) of the Code, it must be both
organized and operated excluaivaly for one or more exempt
purposes. Under saction 1.501(a) (3)-1(d) (1) (1) (b) of the
" regulations, an exempt purpose includes a charitable purpose.

Section 1.501(c) (3} -1(d) (2) of the regulations providesa that
tha term "charitable" is used in Code section 501(c) (3) in its
generally accepted legal sense. The promotion of health has . long
been recognized as a charitable purpose. See Ragtatemant
{8acond} of Trustg, sections 368, 372 {1959); 4A Scott and
Pratcher, The Law of Trusts, sections 368, 372 (4th ed. 1989);
Rev. Rul. 69-545, 1969-2 C.B. 'L17.

The promotion of health includes activities other than the
direct provision of patient care. For example, Rev., Rul. 75-197,
1975-1 C.B. 156, holds that a nonprofit organization that
operates a free computerized donor authorization retrieval system
to facilitate transplantation of body organs upon a donor’'s death
qualifies for exemption under IRC 301(c) (3). By facilitating the
donation of organs that will be used o save lives, it is serving
the health needs of the community and therefore is promoting
- health within the meaning of the general law of charity.

: Rev. Rul. 77-69, 1977-1 C.B. 143, describes an organization
formed as a Health Systems Agency (HSA) under the National Health
Planning and Rescurces Development Act of 1974. As an HSA, the
organization’s primary responsibility was the provigion of




staffing and facilities that met identified needs, reduced
inefficiencies and implemented tha HSA's health plan., The
ravenue ruling concludes that by establishing and maintaining a .
system of health planning and resources development aimed at
providing adequate health care, the HSA ig promoting the health
of the residents of tha area in which it functioned, Therefore,

the HSA qualifies for exemption under IRC 501(c) (3) on th basi
that it promoted health. : } é sis

_Rev. Rul. 81-28, 1981-1 C.B. 328, holds that a -nonprofit
organiz?tzon that provides housing, transportation and counsaling
to hospital patients’ relatives and friends who travel to the
locality to assist and comfort the patients qualifies for
exemption under IRC §01(c) (3) bacause it promotes health by
helping to relieve the distresa of hospital patients who benefit

from the visitation and comfort provided by thair relatives and
friands. . : )

In Mﬂmwnmmmﬂ
Gounty, Inc. v, Commissioner, 74 T.C. 240 (1980} acq. 1980-2
C.B. 2 (ﬁQnﬂﬂﬂ&.ﬂQﬂﬂi!.EﬁBQi). the Tax Court held that an
organization that raviewed the propriety of hospital treatment
provided to Medicaid recipients is exempt undaxr IRC 501 (c) (3)
becaugse it lessensd the burdens of government and promoted the
health of persons eligible for Medicare and Medicaid.

Rev. Rul. 81-276, 1981-2 C.B. 128, holds that a PSRO
qualifies for exemption under IRC 501(c) (3) because it lessens
the burdens of government and promotes the health of the
“beneficiarjes of the Medicare and Medicaid programs.

B. Relief of the Poor and Distrassad

Reg. 1,501{c) (3)-1(d) {2) provides that the tezm "charitable®
includes ralief of the poor and distressed. The Service has long
held that poor and distressed benaficiaries must ba nesady, in the
sense that they cannot afford the necessities of life.

For axample, shelter is considered to be one of the
necessities of life. Rev. Rul. 67-i38, 1967-1 C.B. 129: Rev.
Rul. 70-585, 1970-2 C.B. 115; and Rev. Rul. 76-408, 1976-2 C.B.
145, hold that the provision of housing for low-income persons
accomplishes charitable purxposes by relisving the poor and
distressed. These revenue rulings refer to the needs of housing
recipients and their inability to secure adequate housing to
determine whether they are pcor and distressed. Sees _also Rev,
Proc. 96-32, 1996-1 C.B. 717. .




The Service has also racognized that conditions other thag
poverty may deprive individuals of the ability to satisfy their
basic needs. For example, providing relief of the distress of
the elderly or physically handicapped is an exempt purpoge. See
Rev. Rul,. 72-124, 1972-1 C.B. 14S5; Rav. Rul. 79-18, 1979-1 C.8.

- 194; and Rev. Rul. 79-19, 1979-1 €.B, 195, ' S _

In Rev. Rul. 72-124.'§n organization-operatad a home for the

aged that provided housing, limited nursing care, and other
services and facilitias needed to enable its wlderly regidents to

live safe, useful, and independent lives. The revenue ruling
states: _ -

- [Ilt is now generally recognized that the aged,
apart from considerations of finanecial distress alone,
are algo, as a class, highly susceptible to other forms
of distress in the gense that they have special needs
bacause of their advanced yaars. PFor exampla, it is
recognized in the Congressional declaration of
objectives, Older Americans Act of 1968, Public Law
89-73, 89th Congress, 42, U.S5.C. 3001, that such needs
include suitahle housing, physical and mental health
care, ¢ivic, cultural and recreational activities, and
an overall environment conducive to dignity and
independence, all spacially deeigned to meat the needs
of the aged, Satisfaction of these spacial needs
contributes to the prevention and eliminacion of the
causes of the unique forms of “distress® to which the
aged, as a class, are highly susceptible and may in the
proper context constitute charitable purposas or -
functions even though direct financial asgiatance in

- the sense of relief of poverty may not be involved.

Thus, an organization may further a charitable purpose by
meating either the bagic needs ¢f persons who are part of a
charitable class or the special needs of persons whc have baan
recognized as requiring specific forms of sssistance.

In Rev. Rul. 77-3, 1977-1 C.B, 140, the owner of housing
properxty contracted with the city to lease temporary houaipg to
persons whose reaidences were destroyed by firs. The Service
acknowledged that the provision of free temporary housing to.
distressed persons in need of adequatae housing im a charitable_
activity. Naevertheless, the lasaor did not qualify for exemption
under IRC 501(¢) (3) because the ¢ity, not the leagqr,'was'
respongible for providing the free temporary housing to the
distressad families. Tha lassor merely leased the housing
pProperty to the city in a commercial manner, similar to
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organizations operated for profit, and was not engaged in
charitable activities. ' o

_,. ©On the other hand, if the lessor in this revenue ruling had
also undertaken responsibility to provide affordable housing to
the fire victims, it would have been comparable to the low-income
housing organizatione described in Rev. Rul. €7-138, Supra: Rev.
Rul. 70-585, supra; and Rev. Rul. 76~-408, gupra. Ox, if the '
lessor had undertaken the xesponsibility to provide smocial
services to the fire victims to meet their other critical needs,

degcribed in Rev., Rul. 72-124, gupra.

C.  private Benefit apd Private Inuvement

Section 1,501(c) (3)-1(¢) of tha regulations provides that an
organization is not operating exclusively for one or more exempt
purposes if ita net earnings inure in whole or in part to the
banafit of private sharsholders or individuals. .

it would have been comparable to the elderly housing organization =

Saction 1.501(a)-1(e) of the regulations provides that the .
words “private shareholder or individual" refer to psrsons having

a pearsonal and private interest in the activities of the
organization. : .

In Rev. Rul. 69-383, 1569-2 C.B. 113, after arm’s-length
negotiations with a radiologist, a hoapital) exempt under section

501{c) (3! of the Code contracted with the radiologiat to perform

all required radiological services in return for a fixed
percentage of the radiology department’s net billings. The .
radiologist sarvead as the head of the hospital’s department of
radiology. The radioclogist had no control over, or management
authority with respect to, the hospital itgelf. This revenue
ruling pointed out that the radiologist did not control the
organization and the agreement was negotiated at arm’s-length.
In addition, the amount the radiologist received was reasonable
in terms of the respensibilities and activities that he .assumed
under the contract. Therefore, the arrangement between the
hospital and the radiologist did not conatitute inurement of net
earnings to a private individual within the meaning of section
1.501{c) (3)-1(c} (2) of the regulations. _ ~ :

In Lorxain Avenye Clinic v. Commiggioner, 31 T.C. 141 (1988),
the Tax Court held that the presence of a percantage compensation
agreement, whaere such arrangewent transforma the principal .
activity of the organization into a joint venture betwaean it and
a group of physicians, destroys the organization's exemption
under seccion S01{c) (3) of the Code.




- 15 -

In Birminagham Busigess Collec Qumlssione 2.76 F.24 476
(5th Cir. 1960), a brother and two msisters astablisﬁed and

-operated a private business college and shared net proceads of
the schocl’s operations. The Court of Appeals held that the
school was an ordinary business enterprise that distributed
substantial portions of its net earnings to private individuals.

In g
U.§., 293 P.Supp. 346 (W.D. Va, 1968), an organization that
promoted an interest in theatrical arts did not jeopardize its
tax-exempt status when it hired a third party to perform
administrative and management services bacausa the contract was
for a reascnable term and provided for readonable compansation
and the organization retained ultimate authority over the
activities being managed. ' - :

In Harding Hospital, Inc, v, U.§., 505 F.2d 1068 (6th Cir,
1974), a nonprofit hospital with an independent boaxd of
directors that contracted with a physician partnership that gave
the physicians control over care of the hospital’'s patiants and
the stream of income generated by the patients which guaranteed
the physiecians substantial amounts in payment for varioua
supervisory activities constituted impermissible private banefit.

In gest of Hawail v. Commisgloner, 71 T.C. 1067 (1979}, aff:d

7 i inion, 647 F.2d 170 (9th Cir. 1981), aeveral
for-profit organizations exertad significant indirect control of
a nonprofit organization through contractual arrangements so that
the for-profitae wers able to use the nonprofit as an *instrument®
to further their for-profit purpodes aven though the for-profits
lacked structural control over the nonprofit and the amounts the
nonprofit paid to the for profit were reasonable.

In United Cancer Couneil, Inc,., 109 T.C. No. 17 (1997), a.
professional fundraising organization had extensive authority and
control over a saction 501(c) (3} organization’s fundraising
activities and related finances was an *"insider" under saction
1.501(a)-1{¢) of the ragulations., who received excessive
compensation, which constituted prohibited private inurement
under section 1.501{¢) (3)~-1(c) of the regulationa. Therefore,
the revocation of the organization's section 501(e¢) (3} examption
was appropriate. : ' '

In Rav, Rul. 98-15, 1998-12 I.R.B. 6, Sicuation 2 involved a
gaction 501 (c) (3) hoapital ("D*) and a for-profit corporation
("E*), which owned and operated a number of hospitals and
provided management services to hoapitals that it did not own. D
requixad additional funds and E was interested in providing
finaneing if it could earn a reasonable rate of return.
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Tharefore, D and B formed a limited 1iability company (*LLC*}. D
contributed its hospital assets to the LLC and E contributed
agsets equal in value to D's contribution. D and B received.
equal ownership interests in the LLC and each appointed three
members to the LIC's governing board. The LLC contracted with a
management company that was a wholly-cwned subsidiary of E to -
provids day-to-day management gexvices to the LLC. The
management agreemant was for a Five-year term and was renewable
for additional five-year periods at the discretion of the
managament company. This revanue ruling concluded that because D
shared control of the LLC with E, D was not able to initiate
programs within the LLC to serve new health needs within the
community without the agreement of at least one govexning board
member appointed by E. As a business enterprise, E would not -
necessarily give priority to the bealth needs of the community
ovar the consequancées for the LLC'S profits. In addition, the
management company would have broad discretion over the LLC's
activities that may not always be under the governing board’'s
supervision. Therafore, D could not establish that the
‘activities it conducts through the LLC furthered exempt purposes.

In plumstead Theatre sSocietv. ing., 74 T.C. 1324 (1980),
aff'd, 675 F.2d 244 (9th Cir. 1983). a charitable organization’s
participation as a genaral partner in a limited partnership did
not jeopardize its exewmpt status where the limited partners had
no control over the organization’'s operations. '

tn Housing Pionsers. Ing., 65 o.c.M. (ccH) ¢ 2191 (1993),
aff'd, 49 F.3d 1395 (9th Cir. 1995), amended, S8 F.3d 401 (Sth
Cir. 1995), an organizatiom did not qualify for exemption undax
gaction 501(c) (3) of tha Code bacause the activities it performed
ag & co-general partner in a for-profit limited partnership
gubstantially furthered a non-axempt purpose. The organization
saxrved private intereats because under the managemant agresamantc,
its authority as a co-general Enrcner was parrowly circummcribed,
it had no management responaibilities and it performed only minor
sharitable activities. ' -

gection 501(m)

Section 501(m) (1) of the Code provides that an organization.
deseribad in gection 501(c) (3) or 501({c) (4) shall be exembt "only
if no subatantial part of its activities consists of providing
. commarcizl-type insurance.® Tha legislative hiatory indicaten
that this provisicn waa intended, in part, to bar continued
gection 501 {c}) (4) exewption for Blua Croes/Blue Shiald
organizations, which had enjoyed such status for many years
despita being in many yespects indistinguishable from commercial
heaith insurers. £eea H.R. Rap. No. 99-426, 99th Cong.. 18t Sess.
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662 ~ & (1986)5 1986-3 C,B. (Vol. 2) 662 - s. Consequently,
where an organization’s activities resemble those of commercial
insurers, generally, section 501(m) would serve to preclude
exemption under section S501(e¢) (4). '

The legislative history of section 501(m) provides:

For this purbone [section 501 (m)}of the Code),
commercial-type insurance genarally is any

insurance of a type provided by commercial
insurance companias.

- L]

(Clommercial-type insurance does not
include arrangements that are not treated as
insurance (i.a., in the absence of sufficient
risk shifting and risk distribution for the
arrangement to constitute insurance).l3/

.13/ See Helvering v, LeGierges, 312 U.S. 531
(1941). _ .

' staff of Joint Committee on Taxation,

the Tax Reform Act of 1986, at 535 (Comm. Pxint 1987). See alsg,

H.R. Rep. No. 99-426, 99th Cong., 18t Sess. 663 - 4 (1986); 1946~

) 3 C.B. (Val. 2) 663 - 4| o ' ’

In reporting on tedhnical corrections to Seccibﬁ 501(&) 6f'
the Code that were made in the Technical and Miscellaneous
Revenue Act of 1988 ("TAMRA"}, the Conference Committee statéd:

[Tl he provision relating to organizations
engaged in commercial-type insurance
activities did not alter the tax-exempt
status of health maintenance organizations
(iMO8) . BHMOs provide physician services in a
variety of practice mattings primarily
through physicians who are either employees
or partners of the HMO or through contracts
with individual physicians or one or more
groups of physicians (organized on a group
practice or individual practice basia). The
conference committee clarifies that, in
addition to the genaral exemption for health
maintenance organizations, organizations that
provide supplemental health maintenance

~ organization-type sarvices {such as dental
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or vision services) axe not treated as
providing commarcial-type insurance if they
opaeratae in the same manner as a health
maintenance orxganization.

tisae?'n' Conf. Rep. No. 100-1104, 100th Cong., 2d Sems. II-9

In Reév. Rul. 68-27, 1968-1 C.B. 315, an oxganization that
issued medical service contracts to groups or individuals and.
furnished direct medical services to the subscribers by means of
a salaried staff of medical personnel was held not to be an
ingurance company. In this revenue ruling, a medical clinic
employed a ataff of salaried physicians, nurses and taechnicians
te provide a major portion of the contractad medical services.

In the event tha ¢linic had to traeat a patient with an illness or
injury, the patlent was trsated by the clinic’s salaried staff,
thereby incurring no significant additional costs. The revenue
ruling ¢oncluded that any risk the clinic incurred was :
predominantly a normal business risk. The clinic’s costs for its
madical providers was fixed because the clinic paid ita providers
a salary. As a result, if a patient were to suffer a sarious
illnesa or injury, the clinic would not inecur any substantial
additional costs.. Thus, the clinie’s economic risk was fixed
regardlass of the presence or extent of any lllness or injury.

A =3 115-7eleliAy & (1345 <ALl Au)¥ye - ¥
ia » 107 P.24 239 (1933) ("Joxdan"), tha U.S. Court of
Appeals for the Districet of Columbia held that an HMO was not an

insurance company. In this case, the HMO did not employ salaried

physiclansg to provide medical services but paid contracted
physicians a "fixed annual compensation, paid in monthly
installmencs, not specific fees for each treatment or case.”
Joxrdan, at 242, ftnt. 7. :

' Neither the Internal Revenue Code nor tha regulations define
the term "“insurance contrast." Rev. Rul. 68-27, gupxa, citing
Joxdan, supra. defined an insurance contract as one that:

{Mlust involve the element of shifting or
assuming the risk of losa of the insured and
must, therefore, be a contract under which
the insurer is liable for a loss suffered by
its insured. '

Case law has defined "insurance contract,* as s “gontract
whereby, for an adequate conaideration, one party under takes to
indemnify another against loss from certain specified
contingencias or peril. . . .  [Ilt is Qontractual security
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_‘against-poséibln'anticipated loss.” Epmeier v, U.3., 199 f.zd
508, 509-10 (7th Cir. 1952). 3Sge 3lso v, V 1

; 389 U.S. 65, 71 (1958);
, 440 U.8. 205, 211 (19878} ;

Couch on Ingurance 2d (Rev. ed) Sections 1:2, 1:3 (1984).

Moreover, case law has established that risk shifting and
risk distribution are the fundamantal characteristics of a
contract of insurance. Halvering v, LeGierse, suypra. In this
case, the Supreme Court stated that *[h]istorically and commonly
insurance involves risk-shifting and rigk-distributing.* 312 °
U.8, at 539. :

. Finally, the risk transferred must be a risk of economic
loas. The rigk for which inasurance coverage is provided is an .
insurance risk; that is, it must occur fortuitously and must
xesult in an egonomic logs to the insurer, ] ' .
v, Commisgioner, 66 T.C. 1068 (1976); Aff’'d, 572 F.2d4 1190 (7th
Cir. 1978); ceaxh. den., 439 U.8. 835 (1978)., In this case, the
Court of Appeals stated: :

[(TIhe common definition for insurance
ie an agresmant to protect the insured
against a direct or indirect aconomic loss
arising from a definaed contingency whereby
tha insurer undertakes no present duty of

- parformance but stands ready to assume the
financial burden of any covered loas. '
1 Couch on Inaurgngs 2d 1:2 (1959). Am the
tax court below noted, an insurance contract
contamplates a spacified insurable hazard or
risgk with one party willing, in exchange for
the payment of pramiuma, to agree to sustain
aconomic losa rasulting from the occurrence
of the risk agecifiad and, another party with
an insurable interest in the insurable risk.
It is. important here to note that one of the
essential features of insurance is this
assumption of another's risk of economic
‘loss. 1 Cough on Insurance 2d 1:3 (1959).

Risk shifting occurs whan a person facing the possibility of
an cconomic loss transfers some or all of the financial
consequences of the loss to the insurer. Rev. Rul. 88-72, 1988-2
C.B. 31, ¢larified by Rev. Rul, 89-61, 1989%9-1 C.B. 75.

Risk diatfihution rafars to the operation of the statistical -

phenomenon known as the "law of large numbers." When additional
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P independent risk exposure units are insured, an
insurance company’s potential total loas increases, as does the
uncertainty regarding the amount of that loss. As the
uncertainty regarding the company’s total loss increases,
however, there is an increase in the predictability of the
insurance company’'s average loas. Due to this increase in the
predictability of average loss, there is a downward trend in the
amount of capital that the company neads per risk unit toe remain
~at a given level of solvency. £ee Rev. Rul. 89-61, supra.

In pParatransic Ingurance Corporation, 102 T.C. 745 (1994), a
nonprofit mutual benefit insurance corporation provided
autoemobile liability insurance to its mambers, all of which ware
tax-exempt social service organizations that furnished
transportation te¢ the elderly, the handicapped and the needy.

provided "commarcial-type" insurance within the meaning of
section 501 (m) of the Coda. In this regaxrd, the Tax Court
gtated: : .

In this case, ona of the issues wag whether the organi;atioﬁ-

It 18 clear from the passages in the Report
of the House Ways and Means Committea that
the term “"commercial-type insurance", as used
in section 501 (m), encompasses every type o
insurance that can be purchased in the Co
commercial market.lg/ '

16/ Such insurance,  however, obviously doas
not include self-insurance by a single
organization, which is not purchased
‘commarcially, and which does not involve risk
sharing or xisk shifting that is :
charactaristic of true insurance. Sea Staff
of Joint Comm. on Taxation, General -
Bxplanation of the Tax Refoxm Act of 1986 a

102 T.C. at 754.

The Tax Court concluded that the organization provided
"commercial -type insurance" within the meaning of section 501 (m}
of the Code, based on the following factors:

1. The purpose of the insurance pool the organization
established was to shift the risk of potential tort
liability from each of the individual insured '
paratranait organizations to Paratransit.
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2. The organization diversified the rigk of liability for:
- each individual mambar through the receipt of premiumas
form multiple member organizations. Thus, Paratransit

spread each member’s individual xigk of tort liability
among all of its-mgmbnrs.

3. The. type of insurance the organization offered to its

- membexrs, basic automobile liability insurance, was a
type of insurance provided by a number of commarcial
insurance carriers. '

4. The organization insured its wmembers in a commercial
manner. It offered insurance to its membhers based not
on need or at a uniform charge. Ingtead, it determined
premiums by reference to factoras affecting the level of

- risk, such as total number of vehicles, number of
passengers per vehicla, radius of operation, etc.
Thus, Paratransit calculated its members’ premiums
actuarially in precisely the same way that commercial
insurers determine premiums for their customers.

In addition, the Tax Court rejected the organizarion’'s
argument that the phrase "commercial-type insurance" in section
501(m) of the Coda was intended to cover only those situations
where insurance is offered to the ganaral public. The Tax Court
pointed out that the Committee on Ways and Means stated:

The committee further believas that the
provision of insurance

at a price sufficient to cover the costs of
insurance generally constitutes an activity
that is commercial. [Emphasis added.)

H.R. Rep. No. 99-426 at 664 (1986); 1586-3
- (Vol. 3) at 664. :

102 T.C. at 755.

The Tax Court pointad cut, however, that the Joint Committas
on Taxation’s General Explanation deleted the phrase “"to the
general public.* See Staff of Joint Committee on Taxation, =

Act , at 584 (Comm.

Print 1987).

The Tax Court also pointed out that if Congress had intended
the phrase "commercial-type insurance" in section $01(m} of the
Code to apply only to insurance available to the general public
it would not have needed to enact the exceptions in section
501 (m) (3) (C) (relating to property or casualty insurance provided
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by a church or church related organization) and section
501{m) (3) (D} (relating to retirement or welfare benefits providad
by a church or church related organization to its employees) .

See 102 T.C. at 7%5 ~ 6. N

0]

In ¢, 103

Florida Hospital Trust Fund. et al. v. Commissioner
T.C. 140 (1994), several government-xrun and tax-exempt hospitals

created organizations (®Trust Funds”) to pool their raesources on.
a group bagis to insure againat hospital professional liability,
excess hospital professional liability and workera’ compensation:
liability. The Tax Court held that a substantial part of the
Trust Funds’ activities consisted of providing commercial-type

insurance within the meaning of section 501(m) of the Code.

The Tax Court hald that the Trust Funds, rather than their
hospital members, provided the insurance. The Truskt Punds were
formed to provide a means by which their member hospitals could
join togather as a group to insure against professional liabilicy
(malpractice) and workers’ compensation claime. The Trust Funds,
rather than their hospital members, provided the servicas
assential to the administration of the insurance programs. The

fact that the Trust Funds adjusted member premiums to reflect .
actual, as opposed to projected, losa axparience assured that the
Trust Funde would operata on & break aven bagis and served as a
means for the Trust Punda to shift the risk of insurance lomaas
from their individual members to the whole group. Tha Tax Court
stated: ‘ ‘ .

It is this characteristic, petitioners’
ability to shift the risk of loss, that
distinguishes petitionera’ (the insurers)
from their members {(the insured). '
i , 102
T.C. 745, 754 (1994}. o

103 T.C. at 157.

In relying on the plain meaning of the phrase »commarcial -
type ingurance, " the Tax Court said: :

. . . [(Wle understand that Congreas inteanded

for section $01{m) to apply to those

. organizations providing any ."type of
insurance that can be purchasad -in the

. commercial market.® Paratzansit lnsurance. -
Corp. v. Commissiopex, asupra, at 754. Thexe
is no dispute that hospital professional

1iability and workers’ compensation insurance
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are normally offered by commercial insurers.

103 T.C. at 158.

_ Fufther. in reviewing the legimlative history of section
 501{m} of the Code, the Tax Court concluded that:

[T]he report of the House Committee on
Ways and Means guoted above reflects
Congress’ view that organizations engaged in
insurance pooling or group self-insurance
arrangements (including malpractice
insurance) are involved in inherently
commarcial activities. Congress xesolved to
deany exempt status to organizations engaged
in such activities in order to ansure that
such organizations would not enjoy an unfair
compatitive advantaga over their commexcial
counterparts. S

103 T.C. at 160.

The Tax Court also rejected the Truat Funds' contention that
the dearth of commercial insurers in the particular market in
which the hospitals operated made section 501 (m) of the Code
inapplicable. 7The Tax Court stated:

.. [W]hether an organization seeking
axempt status happens to be competing with a
commercial insurer at any particular point in
time simply begs the guestilon whethexr
granting exempt status will tend to provide
the organization with an unfair competitive
advantage over cowmercial insurers. Focusing
on the latter issue, and Congress’ obvious
degire to provide a level playing £ield for
commercial insurers, we hold that section
501(m) applies to deny petitioners exempt
status.

Ibid.
Thug, the Tax Court concluded that the Trust Funds were

providing commercial-type insurance within the meaning of section
§01({m) of the Ccde. _ . o
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RATIONALE
Section 501(c) (3)
' Your enrollment 1is iimited to Medicaid beneficiarias.

Through contracted providers, you arrange for the provision of
mental health care services for these enrollaes. -

~ Medicald beneficiaries, consisting of low-income persons,
are a group of persons who ara considered as having special
health care needa. By enabling Medicaid beneficiaries to obtain
. mental health care services under a managed care arrangement, you
~ ensure that their special health care needs are met. Promoting
the health of Medicaid beneficiaries, low income persons who have
special health care needs, promotea the health of the. community
under Rev. Rul. 69-545, gupra; Rev., Rul. 75-197, supra; Rev. Rul.
77-69, supra; and Rev. Rul 81-28, gupxra. You also satisfy the
flexible community benefit standard in Gelslnger IL. gupra; in
addition to benefiting your enrollaees personally, you benefit the
community as a whole by promoting the health of Medicaid

beneficiaries who veside in the cowmunity.

Your activities are also similar to the activities in Queensg
CounLy PSRO. - Rav. Rul. 81-276, gupxra. In Queens County
PSRO, the Tax Court reasoned that a PSRO promotes the health of
the community because its activities halp ensure that Medicare
and Medicaid beneficiaries will receive health care that is
medically nccessary, thua discouraging the performance of
unnecessary medical treatment. Similarly, by earolling only .
Madicaid beneficiaries and arranging for the provision of mental.
health care sarvices for these individuals by a group of health
care providers, you anable the faderal government to operate the
Madicaid program more effectively and more efficiently. This
promotes the health of the Medicaid bereficiaries in the
community and therafore also promotes tha health of the community
as a whole. ‘

It is generally acknowledged that many Medicald .

 beneficiaries bave greater mental health care naads than other
members of the population, yet many of these individuals are
often unable to obtain adequate mental health care services
because they are unavailable or thay are unavailable at an
affordable level. Similarly, elderly individuale comprise a
group of persons with special health care needs. The federal
statutes expressly recognize the special health c¢are needs of
these elderly individuals. Like organizations that provide

' pousing to low-income individuala or that address the special
needs of the elderly, such as for housing or physical and mental

 health (see Rev. Rul, §7-138, Rev. Rul. 70-585, Rev. Rul. 76-408,
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Rev. Rul. 72-124; Rev, Rul. 79-18, and Rev. Rul. 79-19), an HMO
that enrolls only Medicaid baneficiaries and arranges for the
proviasion of mental health care services to these individuals by
a group of health care providers facilitates the provision of
health care services to low income individuals, a group having
special health care needs. Therafore, your activities accomplish
g?e charigable purpose of providing relief to the poor and
stressed. , , o .

A, cniay

Under the Management Sarvices Agresment with (EEEENVIRNENY
will provide you with extensive administrative and
management services in connection with the cparation of your HMO.
An exempt organizacion may enter into a management contract with
a private party, giving that party authoxity to conduct
activities on behalf of the organization and to direct the use of
the organization’s assets, provided that the exempt organization
retains ultimate authority over the assats and activities being
managed and the terms and conditions of the contract axe
. reasonable, incluging reasonable compensation and a reasonable
term. Rroadway Theatre League of Lynchburg, Virxginia. Inc. v.
' U.S.. Supra. Howevar, if a private party is allowed to control
or use the non-profit organization’'s activities or assets for the
benefit of the private party, and the benefit is not incidental
to the accomplishment of exempt purposes, the organization will
fail to be organized and operated exclusively for exempt
purposes. @at of Hawaii v. Commiesionaxr, supxa: Harxding
1, Ing. ., Supra.. Whare the private party
receiving the benefit is an “insider,* the benefit constitutes
private inurement. United Cancexr Council, InG.. See also
secticns 1.501{c) (3)~1({c) (1) and 1.501(c) (3)-1(d) (1) (ii) of the
regulations. : :

C ﬁ relationship with you is ‘principally that of
a vendor of administrative and management services relating to

the oparation of youxr HMO. ' However, §g relationship
with you goes beyond that of a mere t ird-party vendor. Taken
together, the Management Sexrvices Agreement, the LLC Agreemant,
and the Loan Agreement give substantial power and
‘suthority over the operations and acbivitiea of your
organization. FPor example, of the Operating
Agreement provides that all action by the LIL requires your
approval, except that certain actions will also regqulire .
“approval, including adoption of the operating budget;

commencement, acquisition ox divestituxe of a line of business of
another business entity; merger, consolidation, recqpitalizatxop.
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. dimsolution or combination; amendment or termination of the -
Management Sexrvices Agreement with (JIEJNENENIN: and incurranca
of any indebtedness. Additiona) examples are: the Management
Services Agreement provides that during , the

. LLC will be your exclusive providar of thess services and
without QUM s spproval, you may not contract with any
othex party'to obtain any of these services; any renewals of the -
Management Services Agreemeant are subject to nagociation,
however, any renewal will expira at the game time a8 the
Operating Agreement expires; and, in the event of a default under
the Loan Agreement, “wauld have the exclusive
authority to determine the LLC's sctions with respect to such
default, subject to LLC‘s rights set forth in the Loan Agreement.,

In subscance, your relationship with *, ‘through
@MW snc the LLC is more than that of 2 purchaser of i
P services. Instead, you participate with (DEEERNSEEY in
a joint business endeavor, where “is both a vendor
and an investor. Taken togather, the Management Services
Agreement, the LIC Agreement and the Loan Agrasement give

rights and powers that are similar to those of a partner
n a8 joint ventura, rather than that of merely a vendor of
sarvices. For example, part of the compensation you will pay to
the LLC for <IN services include an unspecifiad
percentage of your gross capitation revenues, subject to an
- unspecified annual cap, and the LLC will be entitled to an
unspecified percentage of your operating surplus, subject to an .
unspecified annual cap. Any cash distributions from the LLC will
be made to GYNENNNENY under a formula so that ,
would recover its capital contributions plus a percent annual
return. In fact, the term of the Operating Agreement depgnds on
whether WY has recovered its investment plus a @t
return and has receivad repayment of its loan. Furthermore, in
addiction to your approval of certain major LLC actions,

' approval is also required. ability,

during the term of the Operating Agreement, to provide management
or adminigtrative saexvices a or to-
own an equity intarest in is .
exp_rcual;( restricted. You have the ability to purchase =

interest in the LLC at a price _that is based on
capital contributions plus a percent return on its
- investment. Finally, if the LLC is preventad from correcting
certain performance problems dug¢ to the absence of required
regulatory. approval or because amentation would violate
applicable law or regulation, way withdraw as a
m r of the LLC, but not befora has fulfillad its

capital contribution obligation. If does
withdraw, it would be entitled to receive the same payments as if
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you purchased QNN interest. These are righté and
powers of an investor, not merely a vandor of servicaes.

A section 501(c) (3) organization may form and participate in

a partnership, including an LLC treated as a partnership for
federal income tax purposes, and meet the operatiocnal test of
section 1.501(c) (3)-1{c) (1) of tha regulations, if participation
‘in the partnership furthers a charitable purpcse, and the
partnership arrangement permite the exempt organization to act
exclusively in furtherance of its exempt purposes and only
incidentally for the benefit of the for-profit partners,

» 8vpxa; Housing Piongexs. Inc,,
gupra; Rev. Rul, 98-15, gupra.

Therefore, whether or not your relationship with G
constitutes a partnarship, the substantial powar and
authority d has over your opsrations and activities
puresuant to the Management Services Agreement, the LLC Agreement,
‘and the Loan Agreement, lead to the ¢oncluaion that you are
preventad from operating exclusively in furtherance of your
exempt purpose and only incidentally for the benefit of GNNENp

B. Chief Executive Officer

Am ' of your ,
organization, 13 in a position to exert :
substantial influence and control over your operations and-

activiries. Tharefore, undaer section 1.501{a)-1(c) of tha
regulations, is a considered as an “insider."

The use of a method of compensation based on a percentage of
an exempt organization’'s income may constitute inurement of net
earnings to privata individuals. For example, the presence of a
percentage compensation agreement will destroy the organization’s
exemption under section 501(c) (3) of the Code where such
arrangement transforms the principal activity of tha organization

into a joint venture between it and & group of physicians (Lorxain.

. - : Bupra), or is merely a device for
digtributing profits to persons in control (Bi

v, 8%, AWPXa. Since the compensation
axrangement with P.includes ungpacified percentages
of gross ravenue and net income with no specified limitationa,
open-ended discretionary bonuses with no predetarmined measurabla
standards, and equit{ articipation in for-profit businessas,

your arrangement wit resembles a joint venture
in which shares a portion of your profits. See
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Similar to Rev. Rul. §9-383, HURXA, Your negotiations with
were at arm's length. Howavar, unlike Rev., Rul.
9-383, ; a8 » has subgtantial
contxol over and management authority over your organization, and
you hava not submitted evidence to establish that the

compensation you expect to pay GMNERENEN urder the

Employment Agreemeant is reasonabla in terms of (MM duties and
respongibilities. : _

Therefora, the compensation arrangement between You andemp

. constitutes the inurement of net earnings to a
private individual in violation of the prohibition in mection
1.501(c) (3)-1(c) (2} of the Regulations. S '

Section S5¢1({m)

Under section 501(m) {1) of tha Code, an organization that
otherwise qualifies for exemption under section 501 (e} (3) or
saction 501 (¢} (4) is precluded from exemption if a substantial
part of its activities consists of pxoviding commercial-type
insuranca. ' ' ‘ o

‘When individuals enrcll in an HMO and diraectly or indirectly
pay the HMO f£ixed premiums, the HMO agrees that it will furrish
health cara services to treat their injuries and illnesses. :
Under this arrangement, enrollees protact themselves against the
risk that they would suffer economic loss from having to pay for
haalth care sarvicas that are nacessary because of injuries or
illnesses. By enrolling in an HMO, individuals shift their risk
of sconomic loss to the HMO, - _

For an HMO thét cparates on-a staff model basis, the HMO
assumes the financial risk associated with furnishing medical

gservices. Since a staff model HMO pay® physiciang on a salaried _

basig, it docs not incur additcional fees when its employad
physicians treat ita enrollees. Therefore, tha risk the HMO
assumes is predominantly a normal businass rigk of an
organization engaged in furnishing medical services on a fixed-
price basig, rather than an insurance risk. Rev. Rul. 68-27,

aupra.

On the other hand, a non-staff model HMO that does not pay
its physicians on a fixed-price basis assumes a financial risk
that ls greater than a normal business risk asgsociated with its
obligation teo furnish medical services tc its enrollees.
Therefore, this obligation conaritutes a contract of insurance,

An HMO th&t compensates its non-employae physicians on a
fixed fee baais is treatad the same 38 'a staff model HMO that
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pays its physicians on a salariad basis because the HMO has
transferred to its physicians a substantial portion of its
financial riek associated with its obligation to furnish medical
services to its enrollees. The remaining risk is only the normal
business risk associated with operating the HMO.

For axample, an HMO that pays its contracted physicians
almost exclugively fixed wonthly fees based on the number of
enrollees (“capitated fees"), transfers tc thase physicians a
substantial portion of its financial risk associated with ics
obligation to furnish medical services to its enrollees,
Therefore, the remaining risk ie only the normal buainess risk
agssociated with oparating the HMO.

Similarly, an HMO that pays its contracted physicians almost
axclusively fees-for-ssrvice under a fee schedule that repramants
a meaningful discount from the physicians’ usual and custonary
charges ("discounted fee-for-service®) and withholds from these
payments a significant percent of the feaes otherwise payable,
panding compliance with periodic budget ox utilization standards
- transfaerw to these physicians, in effect, a subatantial portion
of its financial risk associated with its obligation to furnish
medical services to its enrollees. Thersfore, the remaining risk
is only the normal business risk associated with operating the
HMO, In return for accepting discounted fees, the physicliana arxe
assured of a flow of patients from the HMO. It is.a common
commercial practice for vendore of goods or providers of geyvicas
Lo accept lower prices or fees in return for greater sales.

On the other hand, when an HMO pays its contracted
physicians on a fee-fox-service basia that {s not discounted and
where no significant portion of the fees has been withheld, the
HMQ does not transfer to these physicians its financial risk
associated with its obligation to furnish medical services to its
enrollees. Thus, the HMO retains the finanecial risk associated
with its obligation to furnish medical services to its enrollees.
This financial risk constitutes a contract of insurance.

Under Rev. Rul, 68-27, . and Jordan, supra, your
contract with _ to arrange for the
- provision of health cara servicesd in return for a fixed fea
constitutes a contract of insurance. You contract with mental
health care providers, primarily institutions, to provide mental
health carae services to your enrollees. You compensate your
‘providers using a variaety of compensation methods, including case
rated fees. - o ' ' :
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Came rated fees include bhoth fixed and variable aelements.
The fixed element consists of your agreement to pay a provider a
certain amount to perform a cartain leve] of mental health care
services over a certain period of time. There is also a variable
element hacause the cage rated fess you pay may be redetermined
on a monthly basis depending on the enrollee’s mental health care
needs. To the extent that the case rated fees are fixed, you '
have transferred to the provider the financial risk asmsocizted .
with the performance of mantal health care services. However, to
the extent of the variable portion of these faeas, you retain
substantial financial risk associated with your obligation to

arrange for the provision of mental health care sexvices to your
anrollaeas. : ' :

Your purchase of atop-loss insurance limits only a poxtion
of your financial risk associated with your obligation to furnish
mental health care sarvices to your enrnlle Under the tarms
of your stop-loss arrangement with . YOu
8till retain a substantial financial rigk associatad with your

obligation to arrange for the provision of mental health care
~ services to your enrollees.

Your case rated compensation arrangement with your providers
coupled with your purchase of stop-loss insurance is
distinguishable from a compensation arrangement whare an HMO pays
providexs a fixed amount of compensation, such as salaries to
amployed providers or capitated fees to contractaed providers. By
paying providers fixed compensation, an HMO transfers to the ,
providers substantially all of its financial rigk associated with
its obligation to furnish health care services to its enrollees.

Since casa rated fees represanta? percent of your tatal
~ provider compensation, and the fixed element of thase fees
‘represents a major component of these fees, we conclude that a
substantial portion of your activities consists of providing
health insurance to your enrclleea. Since your activity,
-arranging for the provision of mental health care sarvices to
Medicaid beneficiaries, is the sama tipe of activity engaged in
by commercial ingsurance companies, this insurance is "commercial-
type* insurance under mection 501(m) (1) of the Code, Sea
Raxatxangit Insurance Corxporabion, supra; and Florids Hogpital

Thcrefofe,_even though you might otharwise qualify for
exempt.ion underx section 501(c) {3) of the Code, you are pracluded
. fxom exemption by section 501 (m) (1}.




R S =31 -
CONCLUSION
Accordingly, you do not qualify for axemption as an

organization described in section 501(c) (3) of the Code and you .
- must file fadaeral income tax returns. ; . ‘ '

Contributions to you are not deductible undar section 190 of
the Code. i o ‘ :

. You have the right to protest this ruling if you balieve it
is incorrect. To protest, you should submit a statement of your
views, with a full explanation of youx reasoning. This
statement, signed by one of your officers, must be submitted .
within 3¢ days from the date of this latter. - You also hive a
right to a conference in this office after your statement is
submittad. You must request the eonference, if you want one,
when you file your protest statement. If you are to be
reprosanted by eomeone who is not one of your officers, that
person will need to file a proper power of attornay and otharwise
qualify under our Conference and Practices Requirements.

I1f you d¢ not protest this ruling in a timely manner, it
will be considered by the Intarnal Revenue Service ag a fallure
- to exhauat available administrative remedies, Section 7428 (b) (2)
of the Code provides, in part, that a declaratory judgement or
decree under this section shall not be issued in any proceeding
unless Lhe Tax Court, the United States Court of PFederal Claima,
or the District Couxt of tha Unitad States for tha District of
Columbia determinea that the organization involved has exhausted
administracvive remedies available to it.within the Internal

Revenue Service. :

If wa do not hear from you within 30 days, this ruling will
bacome final and copies will be forwarded to your key district
office. Thereafter, any questions about your federal incaome tax
status should be addressed to that office, The appropriate State
Officials will be notified of this action in accordanca with Code
.gection 6104 (c¢). ' _ :

- When sending additional lattaers to us with respect to this

| case, you will expedite their receipt by using the following
address: ' : .

nternal Revenua Service

OP:E:E0:T:1, Room 6514
. 1111 Constitution Ave, N.W.
Warhington, D.C. 20224
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For your convenience, our FAX number ic CHNMNDINNENNE or

If you have any questiona, pleass contact the pnruon whoge
nama and telephone number are ghown.in tha heading of this -
letter, : .

In accordance with the Power of Attorney currently on file
with the Internal Revénue Sarvice, wa are asending a copy of this
latter to your authorized representatives. :

sinchely, : ‘
Marvin Friedlander

Chief, Exempt Organizations
Tachnical Branch 1




